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INTRODUCTION
1. Increased attention has been given in recent years in the United
States to what has generally come to be known as "Flow of Funds Analysis." For several years the Board of Governors of the Federal Reserve
System has published quarterly and annual statistics in the
Federal
Reserve Bulletin showing the flow of funds in the economy. T h e Flowof-Funds National Accounts of the Federal Reserve Board have joined
the National Income Accounts of the Department of Commerce as important tools of national fiscal and monetary policy. Management,
analysts, and investors have also become increasingly aware of the value
of this aspect of financial reporting for the individual corporation.
2. Accountants have long prepared statements of source and application of funds for management, which are in fact reports on the flow
of funds in individual companies. These statements have often been
presented in annual reports. T h e concept of "funds" used in these
statements has varied somewhat in practice, and variations in the concept have resulted in variations in the nature of the statements. For
example, "funds" has sometimes been interpreted to mean cash or its
equivalent; in such cases the resulting statement of source and application of funds is a statement of cash receipts and disbursements. T h e
most common concept of "funds" has, however, been that of working
capital, i.e., current assets less current liabilities. If the definition is
applied literally, the resulting statement includes only those transactions
which affect the current assets or the current liabilities. A broader
interpretation identifies "funds" as all financial resources arising from
transactions with parties external to the business enterprise. 1
1

No.

Examples of different uses of the term "funds" are found in " 'Cash Flow' Analysis
and the Funds Statement," by Perry Mason, Accounting
Research
Study No. 2,
published by the American Institute of CPAs in Nov. 1961, pp. 51-56. This study
contains numerous examples of other aspects of these statements. (Accounting research studies are not statements of this Board or of the Institute but are published
for the purpose of stimulating discussion on accounting issues.)
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3. T h e Accounting Principles Board has considered the matter of
reporting the flow of funds of a business enterprise. Certain aspects of
this matter are referred to in this Opinion, including (1) the importance
of information about the flow of funds, (2) the essential features of the
flow of a company's funds from a reporting standpoint, and (3) the
distinction between information regarding flow of funds and information regarding net income.
4. Information about the sources from which a company obtains
funds and the uses to which such funds are put may be useful for a
variety of purposes affecting both operating and investment decisions.
Some of this information is evident from the financial statements. T h e
statement of source and application of funds is helpful because it presents other information which ordinarily cannot be obtained from the
financial statements and because it presents articulated information
about the flow of funds. A statement of source and application of funds
cannot supplant the income statement, but it can provide a useful and
significant summary of certain transactions which, taken by themselves,
have meaning, namely those affecting the flow of funds.
5. T h e chart on page 15, prepared by Arthur Dahlberg, President
of the U. S. Economics Corporation, shows the sources and uses of
business funds in the United States. A fundamental feature of the
source and application of funds shown by the chart is that all funds
come either externally from borrowing or issuing equity securities or
internally from revenues. Another characteristic is that the funds made
available by revenues are classifiable in two distinct ways. Funds equal
to the net income after deducting dividends paid to shareholders are
added to the resources of the business and are available for any purpose.
Funds equal to the sum of depreciation, depletion, and similar charges
are also added to the resources of the business by revenues because such
items, although properly deducted as operating expenses in the computation of net income, require no current outlay of funds. They
represent a partial recovery, through revenues, of funds previously spent
for fixed assets and are, therefore, analytically related to current expenditure for renewals and replacements of such assets.
6. In recent years a new concept (or more correctly, an old concept
with a new name) has become increasingly important in the analysis of
the flow of funds. T h e term "cash flow" has been used to refer to a
variety of concepts, but its most common meaning in financial literature, and to a lesser extent in accounting literature, is the same as
"funds derived from operations" in a statement of source and application of funds. It is often defined as "net income plus depreciation," or
"net income before deducting depreciation, depletion, amortization, etc."
Synonyms which are sometimes used include "cash earnings," "cash
income," and "cash throw-off."
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7. Many of the comments made in connection with "cash flow"
analysis leave the reader with the erroneous impression that "cash flow"
or "cash earnings" is superior to net income as a measure of a company's
real earning power. Calculations of the Price/Cash Flow ratio are sometimes made and presented as a substitute for or supplement to the Price/
Earnings ratio in evaluating a company's stock. T h e amount of "cash
flow" or the "cash flow per share" has often been presented in the president's letter, the financial review, or the statistical section of the annual
report of a corporation apart from or in the absence of a complete
statement of source and application of funds in the report. In other
words, there has been a growing tendency on the part of some people
to single out one of the items on the statement of source and application of funds, thereby implying that this figure is more important than
other information regarding the flow of funds and often carrying the
implication that "net income plus depreciation" is the best measure of
the company's profitability. There is a strong implication running
through the comments in the literature, including those in the annual
reports of some corporations, that the total "cash flow" can be considered available for the payment of dividends.2

OPINION
8. T h e Board believes that a statement of source and application of
funds should be , presented as supplementary information in financial
reports. T h e inclusion of such information is not mandatory, and it is
optional as to whether it should be covered in the report of the independent accountant.
9. T h e concept of "funds" underlying the preparation of a statement
of source and application of funds should be consistent with the purpose
of the statement. In the case of statements prepared for presentation in
annual reports, a concept broader than that of working capital should
be used which can be characterized or defined as "all financial resources,"
so that the statement will include the financial aspects of all significant
transactions, e.g., "non-fund" transaction such as the acquisition of
property through the issue of securities.
10. Types of transactions reflected in the statement of source and
application of funds may vary substantially in relative importance from
one period to another. As a result, consistency of arrangement of items
from period to period and uniformity of arrangement as between reporting enterprises are of less significance than in the case of the balance
sheet or income statement. In a statement of source and application of
funds it is desirable to disclose and to emphasize the more important
2 For illustrations of these practices, see the sections, "Use of Cash Flow Concept in
Financial Literature," pp. 4-15, and "Presentation of Cash Flow Data in Annual
Reports," pp. 16-29, in Accounting Research Study No. 2.
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financial events of the period covered by the statement. Related items
should be shown together when the result contributes to the clarity of
the statement, and less important items should be combined. Significant
changes in individual current assets and current liabilities should be
shown as separate items whenever they are not otherwise adequately disclosed in the financial statements; changes in the other current items
may then be combined and shown as a single amount.
11. T h e title of a statement of this type should be as descriptive as
possible and need not be the same in all cases. "Statement of Resources
Provided and Applied" and "Statement of Source and Application of
Funds" are examples of appropriate titles. Of the various forms of the
statement, the preferred one follows the common practice of beginning
with the funds derived from operations (net income plus or minus "nonfund" adjustments), the calculation being shown either at the beginning
of the statement or in a footnote.
12. Both increases and decreases in capital stock (other than stock
dividends or splits), in noncurrent liabilities, and in noncurrent assets
should be shown where the amounts are material. T h e proceeds from
an issue of securities should appear as a separate source of funds. Where
significant in amount, the proceeds from the sale of property should be
disclosed and shown separately from property acquisitions.
13. T h e presentation of comparative and consolidated statements of
source and application of funds should conform to the policies adopted
for the basic financial statements. A statement of source and application
of funds which is cumulative for a period of years is sometimes prepared
in addition to the statement for the current year, and is often helpful
in furnishing a broad review of the financial activities over a period
of time.
14. Whether or not a cash distribution to shareholders is a return
of capital or a distribution of earnings can be determined only by comparing the distribution with the amount of retained earnings available.
No generalization or conclusion can be drawn as to the significance of
the "cash flow" without reference to the entire flow of funds as reflected
in the complete statement of source and application of funds. Adding
back depreciation provisions to show the total funds generated from
operations can be misleading unless the reader of financial statements
keeps in mind that the renewal and replacement of productive facilities
require substantial "cash outflow," which may well exceed the depreciation provisions. The "funds derived from operations" (cash flow) is
one, but only one, of the important items in the statement, and its
significance can be determined only by relating it to the other items.
15. T h e amount of funds derived from operations cannot be considered as a substitute for or an improvement upon properly determined
net income as a measure of results of operations and the consequent
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effect on financial position. Misleading implications can result from
isolated statistics in annual reports of "cash flow" which are not placed
in proper perspective to net income figures and to a complete analysis
of source and application of funds. "Cash flow" and related terms should
not be used in annual reports in such a way that the significance of net
income is impaired, and "cash earnings" or other terms with a similar
connotation should be avoided. T h e Board regards computations of
"cash flow per share" as misleading since they ignore the impact of cash
expenditures for renewal and replacement of facilities and tend to downgrade the significant economic statistic of "earnings per share."
The Opinion entitled "The Statement of Source and Application of Funds" was unanimously adopted by the twenty members of the Accounting Principles Board, of whom three, Messrs.
Armstrong, Blough, and Spacek, assented with qualification.
Messrs. Armstrong and Blough approve the issuance of this Opinion
because they believe its forceful warning against the improper preparation of "flow of funds analyses" and against their misuses is timely.
However, they do not agree with the recommendation contained in paragraph 8 or the expressions contained in paragraphs 1 and 4 stating or
implying that such analyses may be helpful in making investment decisions. T h e y believe that such analyses do not deal with significant accounting matters and that relatively few investors who receive annual
corporate reports are capable of using such statistical data in a useful
manner. Instead, they believe their inclusion in annual reports tends to
confuse most investors and affords a source of information which naive
or unscrupulous persons may use to mislead the "ordinary" investor in
the very ways warned against elsewhere in this Opinion.
Mr. Spacek concurs in issuance of this Opinion because he considers
it to be a step in the right direction; but he does not believe that it
deals adequately with the subject. In his view, since the Board believes
that a funds statement should be presented in financial reports and yet
does not require such presentation (par. 8), it fails in its primary responsibility of determining standards that meet the needs of investors
and others who use financial statements. He states that making recommendations on the preparation of annual reports other than in the
financial statements is not a Board function. He believes that the funds
statement is essential for reporting to the public, and that it should be
required as a part of the regular financial statements, along with the
balance sheet and statements of income and surplus. He gives the illustration that no prudent corporate management, financial analyst or lending institution would evaluate the financial aspects of a business without
benefit of all such statements, as a minimum; and, therefore, prudent
investors who rely upon published financial statements should not be
deprived of similar information.

The S t a t e m e n t of S o u r c e a n d

Application

of

Funds

NOTE
Opinions present the considered
opinion of at least twothirds of the members of the Accounting
Principles
Board,
reached on a formal vote after examination
of the subject
matter. Except where formal adoption by the Council or the
membership
of the Institute has been asked and secured, the
authority of the opinions rests upon their general
acceptability.
While it is recognized that general rules may be subject to exception, the burden of justifying departures from the Board's
recommendations
must be assumed by those who adopt other
practices. Recommendations
of the Board are not intended to
be retroactive, nor applicable to immaterial items.
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